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All this points to a direct subsidy rather than the tax
credit. If, however, a tax route is desired, then a tax credit
of a refundable character available to the developer, and itself

includible in -income, seems the choice for initial exploration.

II. Non~Subsidized Rental Housing

A. Present Situation. Prima facie it can be said that since

middle income and luxury rental housing presently do not receive a
direct budgetary subsidy, such housing simply does not have a
national priority requiring governmental financial assistance.
Hence, it should not receive any tax incentives and the present
tax preferences should be eliminated. Indeed, one Euspects that

f low-income HUD subsidized rental housing ceased to receive tax

enefits (because the direct subsidies were enlarged) the Congress
would look more skeptically at the tax incentives.for the remaining
rental housing. But perhaps it is possible to argue -- though I
doubt the historical foundation for the afgument -- that a direct
‘subsidy is not here granted because Budget directors, HUD and
Congress, while believing some governmental assistance is needed,
have left the furnishing of that assistance to the tax system.
'If so, that decision has here also meant inefficiency and Wastage,
for the reasons earlier indicated and additional reasons.

A good deal of tax assistance to non-HUD subsidized rental
housing operates through the same tax shelter syndication process
as in the case of subsidized housing. This is because the
developers of non-subsidized housing, as in the case of subsidized
housing, often do not have enough income of their own to absorb
the tax benefit deductions accorded to rental housing. Their
mortgages are pushed to as high a level as the proposed rent

:ructure on the housing will permit. The consequent deductible
-.nterest component of the mortgage debt plus accelerated deprecié—
tion ahd other tax benefits total an amount lérger than the rents,

and "tax losses" result. Moreover, since the rents are needed to
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carry debt service and expenses, the developer must look to
syndication of those tax losses for his profit. Hence here also
we have the waste and inefficiency of the roundabout method of
compensating the developer. We also have the tax escape
immorality of the tax shelter process.

But there is a crucial difference in the function of present
tax benefits between subsidized and unsubsidized housing. With-
out the tax benefits, roundabout and wasteful though their
assistance to the developer may be, the subsidized housing would
not be built. The HUD 6% limit on the return to the developer

is obviously inadequate. Since rents cannot be increased, the
developer has nowhere else to turn for his profit except to sell
the tax benefits. (This present sine qua non aspect of tax bene-
“its for subsidized housing is of course, as we have seen, no
vidence of any inherent virtue in tax incentives, but rather a
result of the HUD direct subsidy system and the national priority
of setting rental ceilings for this housing.) But when we turn

to non-HUD subsidized housing, the picture-is completely different.

Here the government may be getting little or nothing in return
from the financial assistance given through the tax benefits, be
the assistance in any particular case roundabout Via’the tax
shelfer process or through direct use of the tax benefits by the
developer. Indeed, the net result of such financial tax assistance
may be harmful to the housing field. '

Professor Taubman's paper contains the following conclusions
as to the effectiveness and consequences of the present tax bene-

fits, which conclusions appear to be directed to non-HUD subsidized
housing:15 ,
To summarize this material, it seems likely that

the tax subsidy being discussed has increased the
guantity of buildings and especially expensive build-
‘ings. It may also have increased the surface luxuri-
ousness of buildings. But partly because of market
adjustments to subsidies and partly because of the
incentives to rapid turnover and thus to shoddiness,
the useful life and true quality are probably
reduced. . . . '
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Because the subsidies are paid on all housing
including those that would have been built anyway and
because the supply response to price changes is
limited, these subsidies are very expensive. A hypo-
thetical example will best illustrate this. Suppose
that without the subsidies there would be 1000 houses
costing $100 each. Next, suppose that tax subsidies
of 5% are introduced and that this increases the supply
of housing 10% to 1100 units. For simplicity assume
that the construction cost remains at $100. The total
cost of the subsidy is $5500 ($5 times 1100 units).
Thus, the average effective subsidy cost for each of
the 100 new houses produced by the subsidy is $55 or
55% of the construction cost of houses. Thus, this
tax subsidy which is paid on all housing will rate
low on the cost effectiveness criteria {(unless the
price elasticity of demand is huge}. . . .

The above evaluation would indicate that most of
the tax subsidies to housing are expensive given the
extra housing they produce, that they provide a tax
shelter for upper~income persons, and that they tend
to discriminate against proper maintenance and repair
practices and lead to an artificial shortening of the
useful life of a building. In addition, while in
principle, most of the subsidies apply to all housing,
in practice moderately or very expensive housing has
been produced by the tax subsidies. For several
reasons, these changes may not filter down to the
poor as increased gquality or lower rents.

Given these effects of the present tax benefits, the initial ques-
tion is simply why not eliminate those benefits and let the market-
place:govern rental housing for middle and upper income groups.
There would be no HUD subsidy, as there is none today, and no
tax benefits. o
Most of the trade associations in the housing field have

expreésed institutional dismay over such a proposed elimination
of tax benefits for rental housing. They have voiced to the House
Ways and Means Committee the customary pessimism about the future

lat immediately descends on any industry faced with the loss of

16

1ts tax benefits. Most of these Associations indicated that

the basic result of a loss of tax benefits would be a rise in
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rents. But this contention by no means 1is as conclusive against
such a change as the Associations seem to consider. First, it is
not at all clear that rents in non-subsidized housing would rise,
or rise by much. One builder, in taking a contrary view and
directly attacking the present tax benefits, stated that many
“builders today do not even use accelerated depreciation for tax
purposes (presumably because straight~line depreciation itself
provides a sufficient buffer against tax liability and they do
not desire to syndicate their buildings), and hence its elimina-
tion should not affect rents.l7 Professor Taubman elsewhere has
indicated that any rise in rents if tax benefits were removed
would be guite limited.18 Second, if rents for such housing did
rise somewhat, why should this be a national concern requiring
government action. Certainly we do not have a national priority

> support a low rent structure for luxury or semi-luxury housing.
Lf HUD became concerned about rent increases at the lower end of
the present non-subsidized housing scale, it should turn to provid-
ing a direct subsidy to meet that concern. -

At any event, the burden of proof both for retaining govern-
mental financial assistance for non-HUD subsidized rental housing
and for providing that assistance through tax benefits must be
placed on those who urge continuance of the present tax benefits.
Moreover, given the strong case against the present system, any
proof made for its continuance must be solid indeed and not just
unsupported pesSimism.

B. A Direct Subsidy. As indicated above, perhaps the wisest

course as to non-subsidized rental housing_wbuld be to remove the
present tax benefits, and then see what happens to housing starts
and rents -- and also see if the events have any relation to the
tax changes. 1If rents begin to rise in the income area where such
a rise may present a national concern, ‘then HUD shoula be ready

.th a direct subsidy to meet the problem. Thus, if HUD is con-
cerned about rent increases (or lessened housing starts becéuse of

rent problems) in, say, units now renting under $200 a month, one
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possibility is a direct grant to the builder for such units, so
that the rents are kept at proper limits. Another possibility is
an interest subsidy on the financing for such units. Professor
Taubman's paper points out that "a reduction in mortgage rates
can be quite an effective tool," and can thus compensate for any

19

_detrimental effect from the elimination of tax benefits. There

undoubtedly are other possibilities, all of which would be less
costly to the government than the present tax benefits.20 The
point here, as in the case of present HUD subsidized housing, is
that HUD experts should be able to devise any needed direct sub-
sidies, if the need becomes evident and the focus is held on pro-
viding a direct subsidy.

C. A Different Tax Subsidy. Here also, however, it may be

~rdained that, if financial assistance were shown to be needed

or non-subsidized housing once present tax benefits were removed,
the assistance should still be given throﬁgh the tax system,
albeit with a different type of tax SubSidy, than through a direct
subsidy. If so, the search must be for a new tax subsidy. Pro-
"fessor Taubman's paper suggests a number of alternatives. One of
these alternatives, a tax credit to the developer (owner) has
alréady been discussed. One problem is to prevent such a credit
'fromvbecoming another tax shelter. Any such credit should be
aimed as far as possible at the marginal developér who, supposedly,
needs governmental financial assistance to undertake the develop-
ment. But if he cannot use the credit because of his tax posture
and thus cannot obtain the financial assistance offered by the
tax subsidy, he can do better by selling the tax subsidy to a
passive investor who then takes his handsome "commission" on the

21

purchase -- and we still have a tax shelter. If this consequence

is blocked by making the credit refundable, as earlier suggested,

“len. the benefits of the credit would be confined to the real
state industry. But here we then face the other dilemma. Tax
subsidies, such as credits, to be successful incentives must offer

significant tax reductions. Hence, if the credit is significant,
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it automatically has the effect of allowing the real estate industry
to escape a considerable part of its tax burden. In turn, the
industry becomes a target for tax reform, and the situation is

thus unstable because of this tension between desired effective
~subsidy and the tax escape consequence ~- an inevitable tension

- if tax subsidies are used.22 A refundable credit itself includible

in income is the best approach -- which of course is a direct sub-
sidy in tax disguise.

Professor Taubman also suggests the possibility of moving
through the mortgage lenders rather than the developers or owners
and here offers tax credits to the lenders of mortgage money.

This of course is a tax alternative to-a direct subsidy to lenders
designed to lower mortgage rates. Here also one would have to con-
‘ider the problems that may arise if the credit is non-refundable,
ad the degree of tax escape that is inherent in the credit itself.
He also, again using the credit device, suggests the route of
aiding the tenant (rather than the owner or lender) through a
credit for excess rents. He also points out the need for a refund-
able credit to aid the tenant whose tax liability is not high
~enough to absorb the credit. Finally, he suggests the possibility
of a credit for repairs.
 These suggestions, as Professor Taubman's paper indicates,

have one thing in common. They are all untried and each has many
unsolved problems of structure and contént.24 Clearly, under
‘these circumstances it would be desirable to preserve both maxi-
mum flexibility to make needed changes and maximum coordination
with direct housing programs. All this is a task in the first
instance for housing experts and not tax experts. But tax sub-
sidies lack both the flexibility and the coordination. Moreover,
the tax experts take over to worry about the tax problems -- which

ve likely to be numerous with such untried devices -- and the
ousing problems become submerged or unseen. The proper course

in experimenting with Professor Taubman's suggestions would

therefore be to devise the direct subsidy counterparts of his



-17-

alternatives and let HUD and the Housing Committees in Congress
experiment rather than have the Tax Committees and the Internal
Revenue Service undertake the task. There is no reason why HUD
cannot disburse subsidy checks; it is essentially a direct sub-
~sidy agency to begin with. But if tax subsidies are required,
-the least dangerous course would appear to consider the credit
for the developer, refundable and includible in income as dis-
cussed above, or perhaps the credit for the lender, also so
structured. The credit for the tenant and the credit for repairs
appear to possess many novel structural problems, especially if
they are designed to carry the tasks Professor Taubman, properly,

seeks to assign to them in his paper.

ITI. Owner-Occupied Housing

Although there is some limited direct HUD budgetary aid, the
present social goal of encouraging owner—occupied homes is left
to the tax system. While the historical origin of the income tax
deductions for mortgage interest and real estate taxes is murky,
~at least for some time these deductions have been defended as
instruments of financial assistance to homeowners. But being
' originally untargeted as such, they are also wasteful and unfair.
They assist not only a principal residence, but also one or more
vacation homes.  They assist the wealthy and the middle class --
but not those too-poor to pay an income.tax. Moreover, they
provide the greatest assistance to those well off, since the
higher the individual's tax bracket, the larger the tax assistance
from the deductions.25
The Treasury has come to recognize the inequitable tax prefer-
ences inherent in this tax subsidy system for owner—occupied homes.
v its recent tax proposals26 it recommended a new form of minimum
ax for individuals which would treat deductions for home mOrtgagé
interest and real- estate taxes (along with other itemized deduc-

tions such as those for charitable contributions and other state
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and local. taxes and investment interest in excess of investment
income) as tax preferences. These tax preferences when added to
certain exclusions, principally percentage depletion and one-half
of capital gains, could in effect not exceed one-half of the

individual's adjusted gross income.27 The overall structure of

 the proposal is such, however, that it would be expected to have

little impact on taxpayers in bracksts below $50,000. It would
not be likely, all in all, to affect appreciably the present tax
treatment of home ownership.

No direct HUD program of assistance would have (or has) the
bizarre, open-ended, upside-down structure inherent in the present
tax assistance to home ownership. On the assumption -~ which seems
proper -~ that national priorities require continugd governmental
financial assistance to home ownership, the task should be to see

f HUD can devise direct programs that ave better structured,
fairer, and less wasteful than the present tax subsidies. HUD
already has limited direct subsidy programs in the home ownership
field (in addition to FHA) aimed at reducing mortgage interest
rates by subsidizing a given interest level. Perhaps these pro-
grams could be expanded.28 Perhaps direct aid might be given for
a certain amount of mortgage interest and property taxes through
HUD checks sent directly to the owners. Parenthetically, it is
no answer to the search for such direct programs‘that they might

in the end involve fewer strings or qualifications compared with

.other direct subsidy programs. It must be remembered that the

present tax subsidies to home ownership have no strings or quali-
fications at all. As in the case of rental housing, presumably
we could be confident that HUD, if it is desired, could devise
direct subsidy programs better than the present defective tax
benefits to assist home ownership.

However, one doubts that the country is ready fof such a

arge shift from tax assistance for home ownership to direct

assistance. (We_could be willing in this area to accept direct

assistance in addition to tax assistance, e.g., the present HUD
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programs, *since it is recognized that the present tax assistance
is of limited aid to those in lower income brackets.) Nor is it
likely that Congress would turn to wholly new forms of tax assis-

tance for home ownership. Professor Taubman's recommendations

in his paper on the whole appear aimed at rental housing rather

~than home ownership. His tax credit for lenders could perhaps

apply, and of course it is a variant of HUD's present limited-
program of reducing interest rates for home owners.

The initial task in the case of home ownership would thus
appear to be that of limiting, and thereby making fairer, the
present tax assistance. Thus, the-tax.assistance could be
restricted to the principal residence of the taxpayer and to a
limited dollar amount of mortgage interest and property taxes.29
Perhaps a larger step could be taken and the present deductions

>r mortgage interest and property taxes changed to ciredits
against tax. Perhaps -- a still larger.step -— such credits
could be made refundable to some extent, i.e., payable directly
if the individual's tax liability is insufficient to absorb the
full credit.30 This last step of courSe, as explained earlier,

is working back toward a direct subsidy. In this context it

“would be moving indirectly to a system of housing allowances.

Such a refundable credit3l may be too much for the present cli-
mate -- as may even be more modest changes in the tax assistance.

Perhaps the most viable approach is that first suggested, of

placing ceilings on the present tax assistance. Any revenue soO

saved could be used for other housing programs, perhaps for

expanded HUD direct programs in the home ownership area.












